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Recapitulate the basics of transaction cost economics

lllustrate its application in 10OS

What is the impact of IT on the economic organisation
(governance structures)?

Does IT affect cost structures so that specific governance forms
become preferable?

How can we explain different outcomes (contradicting
predictions, lack of empirical findings)?

Inconsistencies in the theory?
Too narrow scope of the theory?

Universitdt Miinster

|OS 2005 - 04: IT impact on governance structures



Agenda
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1. Transaction cost economics

2. Move to the market

3. Move to the middle

4. Mixed-mode
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Coase (1937): Founder of the new institutional economics, i.e.
a theory of economic organisation (to which transaction cost
economics belongs)

The question: “Why do firms exist?”

Williamson (1975, 1985, 1991): Governance theory

Which institutional arrangements (governance structures,
contractual arrangements) provide the most efficient setting
for economic transactions: hierarchies, markets, or hybrids?
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Level 1. Social theory
Embeddedness: informal institutions, customs, traditions, norms, religion

Level 2: Economics of property rights/ positive political theory
Institutional environment: formal rules of the game — esp. Property (polity,
judiciary, bureaucracy)

Level 3: Transaction cost economics
Governance: play of the game — esp. Contract (aligning governance
structures with transactions)

Level 4: Neoclassical economics/ agency theory
Resource allocation and employment (prices and quantities, incentives
alignment): results of the game

@)
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"Coase's gquestion was path breaking because it recognized that
among the fictions of abstract classical economics, the one
depicting economic agents as always acting alone rather than in
co-operation with others in a defined social unit was especially
Intolerable, and had to be overcome if a powerful theory of
economic organization were to be constructed.

... This question is similar to Coase's, but takes firms rather than
Individuals as the object of inquiry, asking why it is that in every
known capitalist economy, firms do not conduct business as
Isolated units, but rather form cooperative relations with
other firms, with social boundaries of variable clarity around

such relations."
(Granovetter 1994, 1)
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Transaction costs are
“the costs of running the economic system” (Arrow 1969, 48)
the costs of incomplete, less than perfect markets

Costs ex ante: Costs ex post:
information costs Contract costs for contract
contractual costs monitoring

costs for contract
enforcement
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Transaction cost theory focuses on the costs of ...
gathering information,
negotiating contracts, and

protecting against the risk of “opportunistic” bargaining/ opportunistic
behaviour.

Hypotheses
Economic actors face a decision among distinct governance forms.

Assuming that internal and external production costs are similar, the
comparative advantage of governance structures depends on
transaction costs.

Transaction attributes determine the level of transaction costs,
which also reflect attributes of governance structures and
behavioural assumptions.

Managers look for the most (transaction) cost efficient governance
form.
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Determinants of transaction

Transaction attributes

Asset specificity

Uncertainty
Frequency

Attributes of institutional
arrangements

\ 4

Incentive intensity
Administrative control
Adaptation

\ 4

Transaction costs

a

Human characteristics

Opportunism
Bounded rationality

According to Hanker (1990), 141

Q
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Asset specificity (), e.g. partner specific investments
Uncertainty

Information asymmetries

Frequency of transactions

Compare the transaction costs of shopping online at Amazon
vs. at the local bookstore!

Which costs are higher?
What is the impact of IT?

Compare the transaction costs of shopping in an online shop
vs. at eBay?
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Transaction
attributes

Local Bookstore

Amazon.com

Asset specificity

Uncertainty

Information
asymmetry

Frequency of
transactions
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|OS 2005 - 04: IT impact on governance structures

12



Transaction
attributes

Local Bookstore

Amazon.com

Asset specificity

Web access,

however nothing
specific for Amazon

transactions

Uncertainty low Low-medium
Information Medium-high medium
asymmetry

Frequency of ? ?
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Online shop eBay
Transaction
attributes
Asset specificity Web access Web access
Uncertainty Medium Medium-high
Information Medium Medium-high
asymmetry
Frequency of ? ?
transactions

Universitdt Miinster
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Incentive intensity deals with the extent to which economic
Incentives vary according to performance.

Administrative control refers to the firm’s systems to monitor
and either reward or penalize behaviour that supports its
objectives.

Autonomous adaptation deals with the capacity of the
parties of a transaction to individually make changes to
unforeseen contingencies or disturbances.

Cooperative adaptation refers to the capacity of the parties
to respond to disturbances in a coordinated way, either
through bargaining or administrative fiat.

Finally, contract law deals with different requirements on
contracts of particular governance structures.
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Hierarchical coordination is based on influence and control of
a coordinating firm. The firm integrates goods and services,
but it also processes orders externally by strict contractual
regulations. A hierarchy is regulated by internal control
systems and by authority.

A hierarchy as a coordinating mechanism is characterized by
the division of tasks, the pyramidal structure of organisation,
the mechanisms of authority, and the limits of autonomy.
Hierarchical coordination causes control cost, but it permits
enforcement of interests of the coordinating firm and
prevention of coordination problems.
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Networks combine the advantages of markets and
hierarchies.

As hybrid governance structures networks combine
contradictions:

High incentives of market coordination and stability of
hierarchical relationships,

Autonomy and mutual dependency,
Co-operation and competition,
Risk and trust,

And finally, they simultaneously expand (by expanded strategic
opportunities) and restrict (by additional coordination efforts
between partners) the scope of action of network’s participants.
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A main characteristic of markets is free exchange of goods.
Organisations offer and demand goods and services that they do not
generate themselves.

In markets the prevailing strategy is to drive a hard bargain for each
exchange. Markets are spontaneous coordination mechanisms
based on the rationality and self-interest of economic agents. The
market is open to everybody and after a completed transaction each
agent is free from any future commitment. Prices are the central
mechanism for transmitting information to all trading parties. Markets
are particularly well suited for straightforward, volatile, non repetitive
transactions that require no transaction-specific investment. Markets
are inferior when the task is to coordinate highly complex and less
vivid forms of exchange (Selz (1999), p. 26).

Contracts regulate the behaviour and the trade among parties.
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Governance Theory

Transaction attributes

Asset specificity

Uncertainty
Frequency

Attributes of institutional
arrangements

Incentive intensity
Administrative control
Adaptation

Human characteristics

Opportunism

Governance structure

Bounded rationality

Q
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Hypothesis:

|OS reduce external transaction costs and thus make market
transactions comparatively more attractive, there will be a trend
from electronic hierarchies to electronic markets.
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Malone et al. (1987):

IT reduces coordination (and information) costs (due to
electronic communication, brokerage and integration effects)

IT effects transaction attributes:

IT-based production technology becomes more versatile and
reduces asset specificity,

new communication technology provides means to communicate
easily and inexpensively even complex product descriptions

IT facilitates an expansion of market coordination into the
realm of complex and specialized products
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An increasing number of suppliers can be taken as an indicator of the
move-to-the-market. However, empirical findings show, on the contrary,
that firms in many industries are reducing the number of their suppliers.

Bakos/Brynjolfsson argue in

“Why IT has not increased the optimal number of suppliers?” (1993)
that coordination advantages of market transactions might be offset by
guality concerns.

non-contractible issues (quality, trust, innovation, information-
sharing and responsiveness ) require credible commitments
and contractual arrangements for a long-term, close
exchange relationship

Conclusion: "When supplier quality is a concern, it can actually be
optimal to reduce the number of suppliers.”

aiig) 105 8 I0S 2005 - 04: IT impact on governance structures 23

Universitdt Miinster




Agenda

1. Transaction cost economics

2. Move to the market

3. Move to the middle
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“We find that depending on the product complexity ... and the
variability of product prices over time and among suppliers, the
reducing relationship-specificity of IT .. or the increasing cost-
effectiveness of IT .. may produce either a 'move to the market'
or a 'move to the middle'. However, it is clear that IT will
facilitate a greater degree of outsourcing and hence contribute to
an evolution towards smaller organisations focused around their
core activities.”

Clemons; Reddi (1994), 863

aiig) 105 8 I0S 2005 - 04: IT impact on governance structures 25
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Move to the middle

Market Internalization > <xternalization Hierarchy

(external) buying (internal) creation

Q
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Clemons/Reddi (1993):
lower cost and better monitoring capability of IT

IT offsets exogenous factors that usually increase transaction
costs, namely relationship-specific investments, small
numbers bargaining, demand uncertainty etc.

vS. hierarchy: greater degree of outsourcing

vs. market: long-term relationships which provide

higher incentives to invest in IT and in the requisite
organisational adaptations and learning processes and

some protection against the risks of opportunistic behaviour and
especially the loss of critical resources

inte) 105 = 10S 2005 - 04: IT impact on governance structures 27
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The impact of IT ...

IT lowers transaction costs, the costs of coordination and
monitoring and the relationship specificity of IT investments,
and hence makes outsourcing an advantageous option.

The role of IT in this process is to at least partly offset
exogenous factors that usually increase transaction costs,
such as relationship-specific investments, small numbers

bargaining, demand uncertainty etc.
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Comparative advantage of long-term relationships over
market relations:

long-term relationships provide higher incentives to invest in
IT and in the requisite organisational adaptations and learning
processes (Seidmann, Wang 1992).

At the same time long-term relationships provide some
protection against the risks of opportunistic behaviour and
especially the loss of critical resources (Clemons, Row 1992).

aiig) 105 8 I0S 2005 - 04: IT impact on governance structures 29

Universitdt Miinster



"... value added partnerships offer an alternative to the
megafirm structure. ... While a motivation of such an
arrangement is the reduction in market transaction costs
achieved through the nurturing of cooperative relationship, IT
facilitates the coordination necessary between the partners along
the chain. Firms in a VAP obtain operational scale economics and
lower internal coordination costs by choosing to be vertically small
and horizontally large." (Gurbaxani; Whang 1991,71)
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"In essence, Information Systems enable organisations to do
what they want much more efficiently and flexibly."

|OS will increase the intensity of business relationships

The dominant structure in an electronic trading environment
will be product-market supply chains.

"... Instead of firms being locked into a particular type of
relationship or form of network structure a more flexible
approach will be followed in which a mixed mode of operation

will be the norm.”
Holland; Lockett 1993
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The proposition: From electronic hierarchies to electronic markets!

"... the result of reducing coordination costs without changing
anything else should be an increase in the proportion of economic
activity coordinated by markets." (Malone et al. 1988, 591)

The rebuttal: Move to the middle!

"This hypothesis states that the lower cost and better monitoring
capability of IT and the lower relationship specificity of IT
Investments will cause firms to engage in a greater degree of
outsourcing; moreover, this increased outsourcing will be from a
reduced set of suppliers with whom the firm has long-term
cooperative relationships." (Clemons; Reddi 1993, 809)

The synthesis: Mixed-mode hypothesis

"In essence, Information Systems enable organisations to do what
they want much more efficiently and flexibly."
(Holland; Lockett 1994, 409)
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Transaction cost economics (TCE) provides an explanatory
framework for the impact of IT on economic organisation

Based on TCE several, partly contradicting predictions have
been made

Move to the market
Move to the middle

In contrast, Holland and Lockett argue with a stronger
strategic focus. In addition to looking for economic
determinants they underline the options, management has to
use IT in different ways. Moreover in reality they find
combined (mixed mode) arrangements rather than pure
forms.

.
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